Introduction
The past several years of U.S. economic expansion have brought with them a marked change in the federal budget. As the economy slowly came out of its recession in the early 1990s, federal budget deficits hovered near 5 percent of GDP, despite the passage of legislation during the mid-80s and early '90s aimed at deficit reduction (Auerbach 1994) . Since 1993, though, deficits have fallen sharply and unexpectedly. Figure 1 shows the federal surplus since fiscal year 1989, along with the forecasts for fiscal years 1993-1998 that were made in January 1993 by the Congressional Budget Office (1993) . Contrary to predictions that deficits would continue to rise slowly over time from the fiscal year 1992 value of $290 billion, they began to fall in the next fiscal year and disappeared entirely in fiscal year 1998, when the budget surplus reached $70 billion. In light of the growing surplus, discussion of fiscal stringency has become more muted, with a tax cut passed into law in 1997 and another tax cut, passed by Congress in the summer of 1999, at this stage left in limbo by President Clinton's veto.
Still, there remains evident concern about the viability of the Social Security system, and a perhaps more inchoate sense of long-run fiscal disaster presented by the Medicare system. Policy makers appear to be in a quandary how to reconcile these shortrun surpluses and longer-run problems, as the subject of debate oscillates between the topics of "saving Social Security" and of how large a "responsible" tax cut can be. Given the short-run nature of fiscal planning, tax cuts and the current budget situation have tended to take precedence in this discussion, with the result that little serious debate has occurred regarding the long-run fiscal changes that may be necessary. This paper has several objectives. First, it reviews the recent improvement in the U.S fiscal picture and discusses the sources of this trend. It then considers the implications for the future, taking into account the past performance of budget forecasts as well as the changing composition of the federal budget. Next, it provides some estimates of the long-term fiscal imbalance still faced by the United States. Finally, it briefly discusses the various policy options available to address this imbalance. However, a considerable part of the improvement in the deficit since 1992 is attributable to other factors. This seems evident, given that the deficits forecast in January 1993 for fiscal years 1993 and beyond, also shown in the figure, already incorporated the forecast that the economy's growth out of recession would continue.
The U.S. Federal Budget in the 1990s
Part of the reason for the improved fiscal picture is the deficit reduction legislation passed during the summer of 1993. The impact of this and other legislation during the period 1993-99 is shown in Figure 2 , which starts with the January 1993 surplus forecasts and adds to them the cumulative estimated effects of legislative and other policy changes that have occurred since then. As late as 1996, these changes appear to have explained a significant part of the improvement over original forecast.
However, since 1997, a growing part of the improvement must be attributable to other factors. Indeed, by 1999, more than all of the improvement from original forecast must be explained by factors other than policy changes, because the policy changes since January 1994 (when the initial forecast for fiscal year 1999 was reported) have been estimated to reduce the budget surplus. This gap is much larger than would be associated with normal cyclical variation. For example, in 1998, the cyclical boom then underway was estimated by CBO to have pushed the surplus $71 billion above its standardized or "full-employment" deficit of $1 billion. Yet the surplus was $298 higher than was forecast in January 1993, even after account has been taken of the $129 billion attributable to deficit-reduction policy.
What other factors might be at work? First, the view of what constitutes "full employment" has shifted, as unemployment rates substantially below 5 percent have now been sustained for a long period without any significant rise in the inflation rate. Thus, even though the economy is still deemed to be "above" its full employment level of output, that level itself has risen; that is, a larger share of the current surplus would be attributed to cyclical factors using the 1993 view of full employment. However, the CBO estimate of the natural rate of unemployment embodied in its estimate of the standardized employment surplus actually has not fallen much since 1993, only from 5.8 percent in 1993 to 5.6 percent in 1998 (CBO 1999a).
If one applies an Okun's Law coefficient of 2 to translate this into 0.4 percent higher implied real GDP, and assumes that revenues increase roughly in the same proportion, this implies that revenues are now about 0.4 percent higher -and the standardized employment deficit smaller by the same amount -because of the estimated drop in the natural rate of unemployment. But, with revenues of about $1.8 trillion, this is barely $7 billion a year -quite small relative to the recent improvement in revenues. = 20.4 percent, or from 7.9 percent of GDP to 8.5 percent of GDP -less than one-third the actual rise. The rest of the increase appears attributable to two factors: the rising share of income going to high-income individuals in higher marginal tax brackets, and
1 The emphasis here is on real income growth, because the U.S. tax system has, since the mid-1980s, been largely indexed for inflation-induced income increases.
the increase in capital gains realizations due to the stock market boom; as capital gains are not a component of GDP, this factor would explain why personal incomes, and personal income taxes, have grown so rapidly. The importance of this uneven growth for federal income taxes is immediately evident from the last two columns of the table, which give the corresponding effective tax rates for each income class in 1993 and 1999. The sharp shift in income toward those in higher brackets explains the explosion of individual income tax receipts during mid-to late-1990s. Indeed, it is interesting to note by comparing the last two columns of the table that average tax rates have actually fallen over this period for each of the bottom four quintiles -all but the top 20 percent of the income distribution -even as income taxes have risen sharply as a share of GDP. Even among those in the top quintile, the tax rate has risen only modestly since 1993. Thus, although it was a central focus of recent arguments in favor of a tax cut, the rise in the tax-to-GDP ratio is not reflected in the tax burdens of individual families, and so does not, in itself, constitute a particularly compelling argument for a tax reduction.
The Budget in the Coming Decade
As Figure 1 shows, the recent growth in the federal surplus is projected to continue throughout the coming decade. Even if this growth occurs, though, it will be attributable to a number of factors that, because of their nature and patterns over time, have implications both for short-run policy and long-run prospects. Therefore, it is useful to decompose this growing surplus into its different components. that it is misleading to include the Social Security surplus in the overall budget surplus calculation, because this surplus is being intentionally accumulated for the purpose of paying future Social Security benefits, an associated implicit liability that is not included in the overall budget. Indeed, as I argue below, the appropriate treatment is not simply to leave out the Social Security surplus, but rather to take account of these implicit liabilities. However, it is useful to note here how important these Social Security surpluses are as a component of the overall, or "unified" budget surplus; in the projections, the on-budget surplus does not become positive until fiscal year 2000.
While much has been made of the appropriate treatment of the Social Security surplus, far less attention has been paid to the fact that the on-budget surplus, though it excludes Social Security, still contains the accumulations of other trust funds, those of Medicare part A (HI) and the civilian and military retirement systems. Any argument for excluding the Social Security surplus applies to these trust fund accumulations as well, and excluding them from the on-budget surplus yields the final series in Figure 3 . This But even this modest surplus depends on tenuous assumptions about other elements of the budget.
One of the keys to recent budget success, and a cornerstone of the forecast of growing surpluses, is the decline in discretionary spending, in real terms and, in some years, in nominal terms as well. The recent decline in discretionary spending -the components of the federal budget other than interest and entitlement programs like Yet, changing the discretionary spending trajectory to one reflecting perhaps more realistic spending levels would have huge effects on future budget outcomes. Table 2, taken from Auerbach and Gale (1999) , reports the results of making alternative assumptions about changes in discretionary spending over the next decade, accounting not only for the direct effect of the change in discretionary outlays but also for the associated change in debt service. 3 Holding discretionary spending at its current level of GDP -that is, sustaining the reductions of the past two decades but going no furtherwould cost over $1.3 trillion over the next 10 years. Just holding discretionary spending constant in real terms from 1999 to 2009 would cost $556 billion relative to baseline.
That is, more than half of the cumulative ten-year on-budget surplus from 2000 through 2009 is based on the assumption that real discretionary spending will fall. Together with the trust fund accumulations considered above, this more than accounts for the total cumulative on-budget surplus being projected for the next decade.
Thus, there is no surplus to "spend," even over the next decade, if one excludes trust fund accumulations and projects a more realistic path for discretionary spending.
But even this modified scenario may be overly optimistic, for it incorporates the assumption that the sharp rise in income tax revenues that has occurred during the 1990s will largely be sustained. The individual income tax share of GDP is projected at 9.9 percent in fiscal year 2009, essentially its current, historically high percentage. Recall that the recent rise reflects three factors: real growth, a shift in the income distribution, and the surge in capital gains realizations. Even with continued growth, it is unclear whether the income distribution will maintain its current shape, or how long capital gains realizations will continue to flow from the recent surge in asset values.
As this discussion of discretionary spending and taxes suggests, there is Table 3 . The first and second panels show the average errors during the periods before and after January 1993, respectively. As discussed above, this was roughly the date at which deficits began their recent disappearance.
The last column in the table indicates that, over the full sample period, all three agencies' forecast errors have roughly averaged out -none of the three average mean forecast errors is particularly large in absolute value. While OMB's and DRI's forecasts were, on average, slightly too optimistic (their average revisions to revenue were downward), CBO was slightly too pessimistic (its average revision was upward).
However, these overall averages mask quite different performances over the earlier and later sub-sample periods, as all three agencies vastly overpredicted revenues during the period before 1993 and have vastly underpredicted revenues since then. All of the average errors during these two periods are in the range of 8 to15 percent in absolute value, which corresponds, at current revenue levels, to an error range of roughly $150 billion to $275 billion dollars per fiscal year, just for the revenue side of the budget.
These fluctuations confirm just how difficult it has been to predict revenues even a few years into the future. It is, of course, impossible to know whether current predictions will continue the recent pattern of being too pessimistic, or resume the earlier pattern of being too optimistic. But it is clear that the implications of policies proposed for adoption should be considered under the broad range of possible budget outcomes, not just the current point estimates. Indeed, given risk-aversion on the part of households, one can argue that policy should be more conservative (i.e., less disposed toward deficit creation) because the uncertainty exists. As future deficits will be larger precisely if the economy performs less well than is expected, the costs of extra taxes or reduced public spending must be borne in precisely those states of nature when resources have their highest value.
In summary, the recent decline and disappearance of federal deficits may be traced to two distinct trends, the decline in discretionary spending since the 1980s and the more recent surge in individual tax revenues. Current forecasts assume that the first of these trends will continue, and that the second will not be reversed, a set of assumptions that may prove optimistic and that, in any event, is hard to adopt with any degree of certainty based on past forecasting performance.
The Budget in the Longer Run
As mentioned above, the decline in discretionary spending since the 1980s is enough to explain why the deficit has disappeared. But the surge in tax revenues during just the past five years is nearly of the same magnitude. If individual tax revenues in 1999 were at their 1994 share of GDP, they would be nearly $200 billion lower than they actually are. Thus, we are able to explain "too much" of the decline in the deficit, having two factors that each can account for the decline on its own.
The resolution of this apparent inconsistency, of course, is that the remaining major component of the budget not yet considered -entitlement spending -has gone in the other direction. It is this component that makes the long-run budget situation more precarious than that of the short term. Even with the growth projected for these programs over the next decade is impressive. Figure 5 presents the most recent projections for the three largest federal entitlement programs, Social Security, Medicare, and Medicaid
.
Together, these programs currently account for almost three-quarters of all mandatory spending, and nearly half of the total federal budget, excluding interest, a figure that is projected to rise to nearly 60 percent by fiscal year 2009! Indeed, by that year, spending on just Medicare and Medicaid alone is projected to exceed the entire amount of discretionary spending. Thus, as we look forward from the next decade, the issue of fiscal balance depends to a very great extent on the growth rate of these three programs which, at the end of this decade, are projected to absorb 1.7 percent of GDP more than they do today.
4 Medicaid also includes expenditures by states, but this figure includes only the federal portion.
However, it is over the longer term that these programs present their most serious challenge to the budget, as the baby boom generation retires. Figure 6 shows the most recent CBO long-term projections 5 for the same three programs, starting from their 2009 values in Table 5 and going through 2070. Clearly, such projections are subject to even more uncertainty than the very uncertain projections considered already, but they do provide our best estimate of where expenditures are headed for each of these programs. Indeed, the Medicare projections may be somewhat "optimistic" in that they assume that spending per Medicare enrollee slows gradually between now and 2020 to the point that it grows only at the rate of wages thereafter.
By the end of the period shown in Figure 6 , these three programs -Medicare, Social Security and Medicaid -are projected to absorb 16.5 percent of GDP -roughly the share of today's entire federal budget, excluding interest. This fact alone should be enough to illustrate that current policy, as represented in this figure, is not sustainable over the long run. However, it is useful to quantify the magnitude of this imbalance.
To where B 1999 is the current value of the national debt, r is the government's nominal discount rate, GDP s is the level of nominal GDP in year s, and S s p is the primary surplus in year s absent the change in policy. The government constraint in (1) is implied by the assumption that the debt-GDP ratio cannot grow forever without bound. It would also follow from the assumption that the debt-to-GDP ratio eventually (i.e., as time s approaches infinity) converges to its current value.
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Estimates based on (1) take macroeconomic projections as given. They do not account for the macroeconomic effects of policy changes, although policy changes of the magnitude being considered could have a major impact. On the other hand, the underlying macroeconomic projections of economic growth, interest rates, and other variables are not consistent with the eventual explosive growth in the national debt implied by the baseline fiscal projections. That is, the macroeconomic projections presume that the budget imbalance will be solved, but they do not incorporate any of the 7 CBO undertakes a similar calculation by measuring the size of the immediate and permanent revenue increase or spending cut that would be necessary to result in a debt-to-GDP ratio in 2070 equal to today's ratio. The cutoff at 2070 is arbitrary, however, and understates the magnitude of the long-term problem. This is because the primary deficits in years after 2070 are projected to be larger than those of the typical year between now and 2070. Thus, including such years, which provides a more accurate and complete picture of the situation, also makes this situation appear worse.
potential disincentive effects of the policy changes, for example the impact of potentially high marginal tax rates. Thus, the estimates given below may well understate the difficulty of achieving intertemporal budget balance. The results of these calculations are sobering, given how much improved the current fiscal picture is relative to its condition just a few years ago. The long-run forecast, even assuming continued strength in federal tax revenues and a continuing decline in discretionary spending -each of which is subject to considerable debate -still embodies a large imbalance. To eliminate this imbalance would require significant further cuts in government spending or increases in tax revenues -budget tightening totally at odds with the proposals put forward this year by both parties and both branches of government.
Budget Options for Long-Term Balance
The United States faces a long-term fiscal imbalance, in spite of its current budget surplus. Further cuts in discretionary spending beyond those in the forecast seem implausible. Tax increases are possible, having been introduced as recently as 1993.
However, the most recent tax legislation passed into law was the "Taxpayer Relief Act" of 1997, which reduced taxes, and the recent disagreement between Congress and President Clinton was not about whether to raise taxes or to lower them, but rather about how large a tax cut would be "responsible." What options remain if the United States is to address its fiscal imbalance?
Recent debate has focused on Social Security, with the president offering, as part of his budget earlier this year, a plan to shore up the Social Security system. However, most of the added funding for the system under the president's plan came through transfers from general revenues which, though it might help the Social Security system in isolation, would do absolutely nothing with respect to the government's overall imbalance. The remainder of the president's plan involved investing a portion of the Social Security Trust fund in corporate equities, a plan that, whatever its other benefits, would raise the expected yield on the trust fund assets while also raising their riskiness.
Without taking proper account of this increase in risk, the estimated improvement in the system's fiscal balance represents a considerable overstatement.
Other plans for Social Security would go further, partially or fully privatizing the system. Many advocates of such an approach have stressed the more favorable rate of return available to investors in private securities. However, such analysis ignores the fact that Social Security's current low return reflects not only the safe assets in which trust fund assets are invested, but also the fact that today's contributions must help to pay off the pre-existing, unfunded liabilities to generations already in the Social Security system.
Without investing in riskier securities or reneging on these accrued benefits, it is logically impossible to improve the overall rate of return on future Social Security contributions.
Thus, the only way to improve the prospects for Social Security and the overall budget in a risk-adjusted sense is to raise Social Security taxes or cut Social Security benefits, a conclusion that should hardly be surprising. But, though Social Security does Pre-Clinton Period Clinton Period Source: Auerbach and Gale (1999) 
